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3ABSTRACT
The Hong Kong Money Market comprises a number of distinct markets,
the most important of which are the interbank market, the
certificates of deposit market and the commercial paper market.
These three markets provide the channels for diverting short-term
(less than 1 year) funds from the surplus funding units to the
deficit funding units. While the size of the branch network
determines to a large extent the funding position of a bank, it is
obvious that the two note-issuing banks and some local banks are
the net lenders and the foreign banks are the net borrowers in the
money markets.
Owing to the existing obstacles to competition (e. g. the Interest
Rate Agreement) and the underlying legal framework on which banks
are operating, we can observe some degree of monopoly power in the
market. The result is volatile money market rates and
imperfection in the money markets (in terms of the availability of
monetary instruments of various maturity and rate combinations for
the participants).
Besides, the low degree of sophistication in local financing has
produced an awkward phenomenon in the local money market: while
bankers endeavour to develop new financing instruments to cater
to the needs of the customers, there is no demand for it! This
produces a thin and immature market for monetary instruments like
CDs and CPs.
4Very recently, however, with the clouds over the future of Hong
Kong lifted, the local money market is undergoing reform. We can
observe the local business and financing views extending into the
longer future. We have swaps, fixed rate CDs and CPs being
utilized more actively and innovatively. We encounter some
proposals for amending the old fashion Banking Ordinance. All
these symbolise that the local money market will evolve into a new
form in a much faster pace than in the past ten years.
To cope with these new or potential changes, banks have adjusted
their way of management in order to survive under severe
competition. They have laid more emphasis on modern
asset/liability management technique to manage the mismatch of the
maturities between assets and liabilities. New products are
coming. Swaps are growing, while CD repos may be born in the near
future. Unlike the past, growing demands for local financing may
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INTRODUCTION
1I. 1 GENERAL INTRODUCTION
Despite the fact that Hong Kong is considered as the third major
financial centre in. the world, the existing literature and study
of the local money market is at least incomplete and
non-systematic if not totally absent. In particular, we cannot
find any single textbook or paper that gives a comprehensive view
of the anatomy and workings of the local money market. The
motivation to have a better understanding of the local money
market has drived us towards our present topic.
I. 2 OBJECT IVES OF STUDY
Our objectives of study are as follows:
1) To establish a clear picture of the structure and operations of
the local money market.
2) T o see if the money market serves it purposes well, in term of
efficiency.
3) To examine the recent developments of the money market, thereby
enable us to anticipate some future trends and prospects of the
money market.
4) To examine the role of the local money market and various
money market instruments in banks' asset /liability management.
If these objectives are obtained, we may be able to answer
questions like whether Hong Kong deserves its label as the world's
2third financial centre, and whether it can proceed to a higher
rank, whether Hong Kong's money market plays its role well or
not.
I. 3 FRAMEWORK OF THE REPORT
In what follows, the scope and methodology of our study is
described first. Then we discuss the overall picture of the local
money market, followed by detailed descriptions of the individual
components of the money market. Next, we try to evaluate whether
the local money market serves its purposes in general, and its
role in banks' asset/liability management. We wind up our
discussion in the chapter Summary and Conclusions.
CHAPTER II
SCOPE AND METHOD OF STUDY
3II.1 RESEARCH DESIGN
So far, there is no known literature that gives a comprehensive
picture of the money market in Hong Kong. This research is
exploratory or fact finding in nature. There is no hypothesis
testing in this exploratory research because there is not enough
information that would suggest a well defined hypothesis. The
writers hope that this research will help future researchers to
formulate hypotheses for further study of specific areas of the
money market.
11.2 SCOPE OF STUDY
As will be discussed in CHapter 3, our study will be limited to
the sectors of the markets dealing in Hong Kong Dollars. Our
focus is on the structure, existing efficieny and future
developments in each individual markets. This is possible with
the help of professional opinions and available data.
11.3 SOURCES OF INFORMATION
There are two major sources of information:
(1) LIBRARY SEARCH
Although there is no literature giving a comprehensive
picture of the money market, there are bits and pieces of useful
4secondary information. A literature review was carried out to
facilitate conduction of interviews and analysis of findings.
Information was also collected from magazines, periodicals and
newspapers and their names will appear in the bibliography.
(2) INTERVIEW
Interviews were carried out with banks which are active
players in the market. Interviews were semi-structured such that
it was closely geared to the framework of the research. At the
same time, it allowed flexibility so as not to curb the richness
of information obtained in these interview.
11.4 LIMITATIONS
First of all, the research is limited to the study of the local
currency market. This does not cover the whole market because
there are foreign currency instruments, mainly US dollars, in the
market. Due to their link with the off-shore markets, the writers
decided to omit it lest it would render the research too
complicated to be managed properly at this stage.
Secondly, opinions of the bankers interviewed may not be
representative. However, since they are active participants in
the market, the creditability is high. Furthermore, their
opinions are reinforced by other sources like the government.
5T.hirdly, owing partly to the lack of necessary data and partly to
the limitation of our tools, the efficiency and performance of the
various markets are only conceptually and qualitatively evaluated.
It is a good research topic to study the efficiency and
performance of the money markets alone, which would justify the
use of more vigorous tools.
CHAPTER III
THE HONG KONG MONEY MARKET
6III. 1 SCOPE AND DEFINITIONS
According to Douglas Greenwald in the Mcgraw-Hill Dictionary of
Modern Economics, money market is defined as a place where
financial institutions handle the purchase, sale and transfer of
short-term credit instruments. It-includes the entire machinery
for channelling of short-term funds, embraces the various
arrangements which have to do with issuance, trading and
redemption of low-risk, short-term marketable securities.
Conventionally, the money market is defined to include debt
maturities of up to one year while the capital market includes
longer maturity debt and equity shares.
The term 'money market' applies not to one but rather to a groin
of many interlocking markets. Hong Kong, being a small open
economy as well as an international financial centre, funds car
move in or out of the territory freely. Both the local currency
together with foreign currency securities are traded actively it
the market. In our study, we are concentrating only at the local
currency money market. Not only that time and resources are the
limiting constraints, but that we are interested to observe hov
local financial institutions manage their asset/liability
portfolios via the money market. Therefore, we limited our
scope to the studying of issuance, trading and redemption of
low-risk, short-term, marketable Hong Kong dollar denominated
securities or instruments.
7111.2 OVERVIEW
The Hong Kong government does not issue treasury bills (thougr
currently there are some government notes issued to finance the
fiscal deficit) which would provide the 'volume' of business tc
attract financial institutions to the market. Furthermore, since
there is no central bank in Hong Kong and consequently
there is no need for open market operations. The maj-
ority of the transactions are done through deposits
rather than through the use of financial instruments.
There is, however, a well developed interbank money market where
wholesale Hong Kong dollar deposits are traded among the banks and
deposit-taking companies. It is the main source of short-term
money within the banking sector. Other short-term instruments
like bill of exchange, commercial papers, bankers acceptances are
held in portfolios but are not actively traded-Until quite
recently, the same has been true for certificates of deposits
which is quickly growing to be another facet of money market. Not
only that Negotiable Certificates of Deposits (NCDs) are issued by
banks and DrCs as a strategy to attract deposits, but they are
also becoming more important in banks' asset and liability
management when the government decided, effective from March 31,
1983 to allow CDs issued by licensed banks and licensed deposit
taking companies to count to a limited extent towards the
statutory liquidity requirement. of banks and 17r Cs. Since then,
8the secondary market for NCDs has been growing accordingly, hence
providing greater marketability and liquidity to the instrument.
Detailed disscussion of the various money market segments will be
depicted in the following chapters. Brief introduction of their
history and development, market size, participants, operation
mechanism as well as their special characteristics will be given.
In Chapter VII, we will go to evaluate the performance of the
money market as a whole in respect to market efficiency
and degree of sophistication. Also we will discuss the
future development of the local currency money market
when financing is growing more sophisticated. Recently, there are
a lot of talks about the proposed banking reforms, particularly
those related to liquidity and capital asset reserve requirements.
We are interested to look at some of their implications on the
money market development if they are actually implemented. In
order to capture and understand the various features of the money
market, it is advised to go through the related sections in the
following chapters.
111.3 INTER-RELATIONSHIP AND SIZE OF VARIOUS SECTORS
It was mentioned before that the money market is not one
homogeneous but a collection of many interlocking markets.
Table III.1 measures the relative dimensions of the va-
rious money markets, on amounts outstanding and trading
volumes.
9Table III. 1 Money Market Components: Volume Outstanding and
Turnover, 1984 (HK$ Billions)
Est. Volume Est. Turnover
Outstanding (Monthly Ave)
Interbank Liabilities 114. 9 70- 90
Negotiable CDs 6. 2 0.85
Commercial Papers 1. 2 0. 1
Bankers' Acceptance and
Bills of Exchange 1.8
The table illustrates that the interbank market constitutes the
backbone of the local currency money market. Its volume
outstanding is the largest among the various market components. On
the other hand, its monthly turnover volume is exceedingly high
compared with others.
While the various money market components have their individual
differences, they nonetheless are close subsititutes for each
other. Rates of return on the various instruments tend to
fluctuate closely together owing to active interest arbitrage by
sophisticated traders who note the abnormal differential of prices
and would shift funds from one instrument to another,' thus
insuring general conformity of the money market rates to major
interest rate movements (i.e. the interbank rates).
10
111.4 MARKET PARTICIPANTS
Money market participants enter the market to provide the basic
trading machinery (say brokerages and dealings), to raise
short-term funds or to convert cash surpluses into highly liquid
interest-bearing investments. Funds may be raised by borrowing
outright, by selling holdings of money market instruments or by
issuing new instruments.
There is no central bank in Hong Kong who would participate in the
money market via the open market operations. Individuals are also
not a significant supplier of funds to the money market because
there lacks short-term investment pools like money market mutual
funds to invest indirectly, nor treasury bills and short-term
Federal agency securities which individual investors can purchase
directly.
The local currency money market is characterised by the high
degree of financial intermediations (by which people. instead of
investing directly in debts and stock securities, place their
funds in financial intermediaries) and heavy orientation towards
interbank market. Banks and DICs are major market participants,
not only that they are the users of interbank market, but that
they are estimated to have absorbed about 70% of the NCDs and 80%
of the Commercial Papers outstanding. Money market brokers,
participate in the market by acting as match makers on behalf of
the two parties involved, most often banks and DI Cs.
11
Non-financial business enterprises are also getting involved
more and more in the money market owing to growing sophistication
in their treasury operations. They may either participate in the
primary market for issuing of commercial papers, or in the
secondary market for purchasing and selling of NCDs and commercial
papers.
111.5 SIGNIFICANCE OF MONEY MARKET
The basic function of money market is to provide efficient
facilities for adjustment of liquidity positions of commercial
banks, non-bank financial institutions, business corporations and
other investors. It is an important source of short-term funds
for many borrowers. Through.successive 'rollovers' or renewals of
loans, it is possible for borrowers to raise funds on a more or
less continuous basis. In this fashion, they are able to finance
not only their immediate cash requirements, but also their working
capital and some long-term capital needs as well.
Froin a macroeconomic point of view, the market promotes a morE
intensive use of cash balances held in the economy by bringing
together quickly and conveniently those units with cash surpluses
and those with cash deficits. It enhances the ability of
participants to allocate funds efficiently.
Finally, as yields on money market instruments react
12
instantaneously to changes in supply and demand conditions, the
behaviour of market provides an immediate indication of the






While other short-term money market instruments are less in evidence
than in some other centres, Hong Kong has a well developed interbank
market where wholesale deposits are traded among the banks and
deposit- taking companies. Strictly speaking, the interbank market
should be termed inter-institutional money market which covers
transactions between banks, as well as deposit-taking companies
(DTCs). Though the DrC Ordiance has restricted DTCs to several
catagories of deposits from customers, they are free to borrow from
the inter-bank market for any maturity.
In the sixties up to early seventies, the inter-bank market was
operated on a small scale and mainly used by domestic banks to manage
their idle cash. Starting from the mid seventies, influx of foreign
banks and financial institutions who did not have strong deposit base
had to tap the money market for meeting the credit demand. It was
such pressure that stimulated the growth of market.
Table IV.1 breaks down the various components of the interbank market
and depicts their relative size. Judging from the data, we can see
that the Hong Kong dollar interbank liabilities has been growing at
an average rate of 20% p. a. since 1980. Banks have been the net
borrowers and DT Cs have been the net lenders. This may reveal the
fact that banks are relying very much on their own subsidiary DTCs for
sources of fund.
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Table IV.1 Inter-institutional Market, 1980-84 (HK$ Million)
1980 1981 1982 1983 1984
INTERBANK LIABILITIES
Demand and Call
4,885 5,622 4,528 4,060 3,736
Short Notice
3,325 5, 117 8,793 9,829 10,308
Time Deposits
8.723 15. 982 23.090 27.654 34.742
Total
16,935 26,721 36,411 41,543 48,785
INTER-DTC LIABILITIES
Demand and Call
265 362 852 398 431
Short Notice
924 1,630 948 605 564
Time Deposits
2,104 2,728 2,442 1,693 10,789
Total
3,294 4,721 4,242 2,696 11,784
BANKS' LIABILITIES TO DT CS
Demand and Call 2,273 11,009 6,123 7,420 9,111
Short Notice
9,095 2,328 2,717 2,724 1,977
Time Deposits
13,295 21,466 13,647 17,431 19,903
Total 24,663 34,803 22,486 27,575 30,991
DTCS' LIABILITIES TO BANKS
Demand and Call 710 980 1, 341 987 845
Short Notice 1,702 1,815 2,133 2,152 2,804
Time Deposits 3,939 7,326 16,642 22,028 19,315
Total 6,350 10,122 20,117 25,168 23,364
Source: Hong Kong Monthly Digest of Statistics
15
We can see that approximately 74% of the interbank market is
constituted by time deposits while short notice and demand deposits
constitute about 13% each.
IV. 2 PRINCIPAL FEATURES OF INTERBANK MARKET
IV. 2. 1 OPERATIONS
Interbank market is a dealer market composed of traders (market
makers) who are taking positions themselves and quoting bid and offer
prices, as well as brokers who are match makers, earning commission:
but not taking positions themselves. Transactions are conducted vic-
telephones (or pushing buttons) much similar to that in foreign
exchange dealings. In a typical transaction, the lending bank send:
a cheque to the borrower and the borrower in return issues a deposit
receipt.
Besides Hong Kong dollar dealings, the interbank market also deals in
some major trading currencies like US dollar, Deutschemark, Japanese
Yen, Pound Sterling and Australian dollars etc. Their availabilities,
demands and the respective interest rates are affected and linked to
other international money markets globally. As our study only
concentrates on the Hong Kong dollar money market, such interbank
transactions would not be discussed in detail.
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IV. 2. 2 MATURITIES
The common maturities in interbank borrowings are: overnight
(0/N), 1 week, 1 month, 3 months and 6 months with the majority of
the borrowing (more than 60% of the total transactions) lying in the
forms of overnight, 1 week and 1 month. Though in some rare
situations, other maturity periods would be selected or negotiated
between the 2 parties involved.
IV.2.3 TURNOVER VOLUME
Total interbank liabilities outstanding amount to more than HK$ 100
billions. Typical turnover volume is around HK$ 3 to 4 billion per
day. This may reflect the active trading of the Hong Kong interbank
market, and also the constant rollover of the liabilities due to the
short maturing period selected.
IV.2.4 SPREAD
Interest rates are quoted in 1/16 of one percent with normal bid-
offer spread of about 1/16 to 1/8 of one percent depending on market
liquidity and the credit rating of the borrower. Some rare
situations, say when there are some market rumors about some DrTCs




Basically, there are two categories of market participants in the
interbank market, namely banks (and DTCs), as well as brokers.
IV-3.1 BANKS AND DT Cs
Judging from Table IV. 1, we can see that banks are the net borrower
while DT Cs are the net lenders within the interbank market. In 1984
banks' liabilities to Dr C amounted to HK$ 30,991 million while DTC
to banks liabilities amounted to HK$ 23,364 million. When the sam
set of data is compared with that in 1980, we find that the gap i
closing rapidly with banks' liabilities to DrCs amounted to HK
24,663 million while DTCs liabilities to banks stood at HK$ 6235
million in 1980. As a matter of fact, DT Cs are depending more on th
interbank market as a source of fund owing to the amendment of the
Deposit-taking Companies Ordinance in 1983, which imposed some
restrictions on DTC deposit taking. It is stated in the Ordinance
that a registered OTC can take any deposits not less than HK$ 50900(
and with at least 3 months to maturity while a licenced DT C can takE
deposit of a sum not less than HK$ 500,000 for any maturity. Mani
DTCs are subsidaries of banks, acting as instruments to carry or
specific activities (say leasing and mortgages) or as channels tc
deposit and place fund in the market.
It is commented by people in the market that foreign banks and local
Chinese banks are the most active players in the interbank market. As
18
a general rule, most of the foreign banks are net borrowers while
local Chinese banks are net lenders. This is because foreign banks
who are most aggressive in promoting business while hot having strong
deposit base have to borrow Hong Kong dollars from the money market
to meet the needs of their customers. On the contrary, local Chinese
banks are more conservative while having strong retail channels to
attract fund. However, the Hong Kong and Shanghai Bank and the
Standard Chartered Bank, the two note issuing banks with the
strongest deposit base, are quite inert in the market. Pointed out
by experienced traders, the two banking giants might not want to
become involved in the market too heavily and give the public a wrong
impression that they are acting on behalf of the Hong Kong
government, especially when there lacks a central bank authority to
regulate the financial markets. They play in the market
largely through their merchant banking arms and subsidiary DrCs.
IV.3.2 BROKERS
Both banks and DT Cs may arrange transactions through brokers in order
to facilitate transactions. Now more than 80% of the deals are placed
through brokers. It has been said that better price quotations could
be given by brokerage firms and that it is most convenient and
effective to place large deals through brokers, instead of 'hitting'
each individual money market dealer himself. Typical transactions
through brokers are in magnitude of tens of million dollars compared
with that of direct deals which are in millions. Brokers earn
commissions from such transactions but do not take positions
19
themselves (the current scheme is 1/40% of the borrowing volume
charged on the borrower side).
Brokerages are usually done through members of the Broker
Association. Most active ones in the market are the Hong Kong Broker,
Higas, Caridon, Pedder Martin and Allied Capital Resources Ltd.
IV. 4 FUNCT IONS OF THE INTERBANK MARKET
IV. 4. 1 BANKER'S STANDPOINT
The primary objective of the interbank market is to provide liquidity
to individual banks, i.e. channelling fund from cash surplus banks
to those who are short of cash. The Hong Kong Banking Ordinance
requires a bank to maintain at all times a minimum holding of
specified liquid assets (Liquidity Reserve) of 25% of total deposit
liabilities. A very important distinction between interbank deposits
and other money market instruments is that, there is no collateral
required. Hence it is the easiest way for banks and DTCs to provide
for their. own liquidity. Relevant figures required for calculating
the opening liquidity position can be obtained from banks' daily
balance sheets and daily activity reports. Basing on such
information as the opening liquidity ratio, the money market dealers
then take into consideration expected credits and debits to the
cash account for that day and arrive at an estimated closing liquity
ratio. They would tap the interbank market to 'sell liquidity' if
20
they find surplus of fund, on the contrary they would 'buy liquidity'
from the market if they find deficit of fund. Since transactions
amounting to large volumes may come in unexpectedly, say drawing of
several million dollars from the current account by a major client,
the liquidity of the bank would be seriously affected. Therefore the
liquidity position of the bank should be checked constantly
throughout the day.
Interbank market also provides a channel for financial institutions
to lower cost of fund through a technique called gapping (short
funding or maturity mismatching). It makes use of the fact that the
yield curve usually, or normally, depicts an upward sloping shape,
i.e. yields on shorter maturity deposits are usually lower than that
for longer maturity ones owing to the less risk incurred. Therefore
in a normal situation, by hedging loans with shorter term deposits,
the banks may lower the cost of fund through carefully managing
banks' asset and liability portfolio while accepting a prudent level
of risk. However in some cases, when the interest rates are expected
to go down in the future, the yield curve would then depict a
negative downward sloping shape. In such circumstances, banks may
reverse their strategy by hedging their loans with longer term
deposits or interbank funds. Figure IV.2 records the HIBOR of
various maturities starting from 1980 up to 1984. Notice that on
some occasions, the shorter term interbank rates may outshoot the
longer ones. These are the cases where yield curves were depicting an
inverted sign. Figure IV.3 is an arithmetic average of the historic
yield curves (end of month data) over the past four years. It would
21
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help to reveal the normal positive sloping shape of the interbank
yields. As a matter of fact, it is estimated that over 70% of the
banks and I7rCs are using the gapping tactics to lower their cost of
fund. However, to what extent are they actually doing the
mismatching would be determined by the policy of individual banks
together with guidelines from the banks' treasury management, who are
taking into consideration of the actual market situation.
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market at least in the short run to the benefit of their own banks.
However, such speculative moves are only up to a limited extent since
it would inflate the bank's balance sheet and lower the return on
asset ratio, an important indicator of the bank's performance. On
the other hand, the future borrowing capacity of the bank may be
affected since the credit lines and the accessible borrowing amount
are not unlimited. Any interbank borrowing would lock in some of the
credit amount until that sum get matured and repaid. In view of
this, banks would only make use of such tactics either when the
market is extremely volatile or when they want to prefund their
liquidity needs in anticipation of seasonal fluctuations or
liquidity shortage-say when a stock goes public.
In order to speculate on the interest rate movement without inflating
the balance sheet, banks would engage in swap transactions instead of
relying solely on the interbank borrowings or lendings. Such
off-balance sheet transactions will allow banks to speculate on the
interest rate difference between two currencies involved.
IV. 4. 2 GOVERNMENT' S STANDPOINT
In. the, absence of a cental bank, the interbank rates were
determined by market supply, demand together by people's
expectations. They were floating free until November 1981 when Mr.
Bremridge, the financial secretary, decided to intervene in the money
market through the Exchange Fund with an attempt to influence the
level of the market interest rate. It is a monumental development in
25
the Hong Kong interbank market as the money market is then viewed by
the government as a vehicle to implement monetary policies.
1V.4.3 RELATIONSHIP TO GLOBAL FINANCIAL MARKET
The Hong Kong interbank market, being only a facet of the local money
market, provides a link to the global money market (say the
Eurodollar market or the Asiandollar market) through the foreign
exchange market. By arranging some swap transactions, banks can
borrow from or lend to the other financial markets in foreign
currencies without exposing themselves to foreign exchange risks.
IV. 5 ITS ROLE ON THE LOCAL MONEY MARKET
As a concluding remark for the interbank market, we would like to
describe its specific characteristics, features as well as its role
in the local money market.
(1) As other money market instruments are extremely under-
developed, interbank dealings is the principal vehicle
in banks' asset/liability management. They contribute
to more than 95% of total money market turnover.
(2) It will be further elaborated in Chapter VII that the
interbank market is at least a semi-strong efficient one.
26
On the other hand, it is thin and not sufficiently
resilient and sophisticated. Only a small volume
of trading can be absorbed without producing wide
price swings.
(3) A monopolized supply of fund.
(4) Very often,the HIBORs are used as bases for indexing loan
rates other than the prime rate (best lending rate).
(5) Shorter maturities (at the most 6 months to maturity
compared with 1 year that in the Eurodollar market).
Therefore medium to long term loans cannot be hedged
by corresponding interbank borrowings of similar maturities.
Substantial amount of interest risk would be incurred.
6) Lacking of a central bank as the lender of last resort,
financial institutions can only rely on the interbank market
to provide for ultimate liquidity.
CHAPTER V
THE CERTIFICATES OF DEPOSIT MARKET
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V. 1 WHAT IS A CERTIFICATE OF DEPOSIT?
A certificate of deposit (CD) is a type of time deposit. It is a
certificate issued to the depositor by the financial institution
in which the depositor deposits his funds. The certificate
specifies the amount of money deposited, the rate of interest
offered, the method of calculating and the payment dates of the
interest, and the maturity of the deposit. At maturity, the
principal (and the interest earned, if any) is repaid to the
bearer of the CD. The depositor can choose to hold the CD till
maturity or sell the CD to anybody else before maturity. In this
sense, the holder of a CD can obtain a yield on the deposit and
some degree of liquidity when unexpected cash outflows are
required. In other words, the CD is negotiable.
CDs in Hong Kong can be classified into two main types: the
floating rate CD (FRCD) and the negotiable CD bought in retail
branches of banks (called the retail NCD). The major differences
are:
(1) FRCDs are of large denominations, with the smallest being
HK$50,000 while the retail NCDs have denominations as low as
HK$5,000.
(2) The issuer of a FRCD does not sell the CD by himself. The
issuance is managed by a merchant bank which is called the
lead manager. The buyers buy the CDs from the lead managers.
On the contrary, the sales of the retail CDs are handled
by the issuer himself and can be bought in any one of the
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branches of the issuing bank.
(3) FRCDs are sold in batches aimed at raising a certain amount of
funds, while retail CDs are available any time and the purpose
is to attract as much funds as possible.
(4) The buyers of FRCDs are mainly financial institutions or large
investors while retail CDs are bought mostly by small
depositors.
Due to the small dollar amount involved in retail CDs, its
significance in the money market sense is very small. The
discussion that follows concentrates on large denomination fixed
rate and floating rate NCDs (termed CDs or NCDs in the report).
The major characteristics of CDs are summarized in Table V. 1. The
average maturity of the HK$ CDs is 3 years. In fact most of the
issues are of 3-year maturity. The rate is normally floating at a
spread above HIBOR (in a few cases it is prime). The spread ranges
from 1/8% to 3/8%10 with an average of 1/4%.
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Table V.1 Analysis of the interest rates and maturities of the
HK$ CD issues during the period Jan.83-Dec.84.
No. of issues at which interest rateYear Maturity
8 at 1/4% over lm. HIBOR83 3
1 at 1/4% over 253.6m. HIBOR for
different tranches
I at 1/4% over 1.3m. HIBOR and
Prime for different tranches
1 at 1 1/4% over lm. HIBOR384
2 at 3/16% over lm. HIBOR
1 at 11 7/8% Fixed
2 at 1/4% over lm. HIBOR
I at 3/16% over 1,3m. HIBOR for
different tranches
1 at 3/8% over 6m. HIBOR and Prime
for different tranches
1 at 1/4% over 3m. HIBOR for the4
first 3 years and 3/8% over(3rd Yr
3m. HIBOR in the fourth
1 at 3/16% over 3m. HIBOR forCall)
the first 3yrs and
to be revised in the 4th
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3 1 at 1/8% over lm. HIBOR for
(extendable the first 3 yrs
to 4) and to be revised in the 4th
Sources: Sun Hung Kai Bank, Unpublished Data
BA Asia, Unpublished Data.
V. 2 OVERVIEW OF THE CD MARKET
The CDs have experienced tremendous growth since their
introduction in 1977. During the period Dec.80 to Nov.84, the
total volume of HK$ CDs has more than tripled (as shown in Table
V.2). As a medium-term money market in which the financial
institutions perform their match of maturity of assets and
liabilities, and tap a stable source of medium-term funds (esp.
for the foreign banks), the CDs market is still considered
immature and thin by size and depth. As with other monetary
instruments, CDs have a primary market and a secondary market as
described below.
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Table V.2 The total volume of HK$ CDs outstanding.
(HK$m.) (HK$m.) (HK$m.)
As End Banks' HK$CDs DT Cs' HK$CDs Total HK$CDs
of out standing outstanding out standing
80 1,252 629 1,881
81 2,568 975 3,543
82 4,177 1,141 5,318
83 4,549 868 5,417
84Sept 1,0145, 139 62153
Source: Hong Kong Monthly Digest of Statistics, Nov.84.
V. 3 THE PRIMARY MARKET
The primary market refers to the market of new issues of CDs.
There are three parties involved in the primary market. The first
one is the issuer, which may be a bank or a deposit taking company
(nrC). The second is a merchant bank who prepares to manage or
underwrite the CD issue. The third is the investor who wants to
buy the CD. In every issue of CD, each of these three parties are
involved.
V. 3. 1 THE ISSUING PROCEDURES
When a financial institution wants to issue CDs, it will first
approach several merchant banks or financial companies to manage
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the whole issue. These merchant banks which promise to be the
managers would negotiate with the issuing bank to elect the lead
manager of the issue. The lead manager is usually the subsidiary
or a 'friendly' merchant bank of the issuing bank.
The total amount of CDs issued and the period of maturity are
usually determined by the issuing bank. The sum and duration of
money raised depend on the amount the bank needs to match a loan
lent out or to balance its portfolio. However, the decision on
the interest rate offered is a compromise between the issuing bank
and the managers.
After the detailed features of the CDs have been settled,
agreement on how much sales each manager would be responsible for
is to be made. Each manager has to underwrite the sales of a
certain percentage of the total amount of the CDs issued. To
facilitate the sales, sometimes a pool-selling arrangement is
made. In this arrangement, a certain portion of the underwriting
by each manager is pooled together. For instance, a lead manager
may be allocated 40 percent of the total CDs issued and the other
three managers 20 percent each. The lead manager would then
contribute, say 20 percent and the other 10 percent to the pool.
This 50 percent of the total CDs would be sold first at an uniform
price. Only when this half has all been sold out, can each
manager proceed to sell the other half they hold at any price they
can get. This arrangement avoids unnecessary competition among
the managers right at the beginning of the sales.
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V.3.2 THE ISSUERS
The major issuers are foreign banks or finance companies as shown
in Table V.3. By countries of origin, the financial institutions
who issue CDs most frequently are the Japanese, French, U. S. and
local merchant banks. These are the institutions who have small
deposit bases in Hong Kong Dollar.
V.3.3 MOTIVES BEHIND ISSUING CDS
(1) Source of Stable Funds
Banks, especially foreign banks who lack a strong HK$ deposit
base, rely heavily on the interbank market for liquid funds.
However, the interbank rate is highly volatile, especially
the short-term rate and in times of crisis (see Table V.4).
On the deposit base, the pool of the Hong Kong Dollar funds
is very small and concentrated, with sources limited to the
two note-issuing banks, who hold more than 70% of the
total Hong Kong Dollar deposits in Hong Kong. Besides, there
is no central bank and therefore no lender of the last resort.
This last fact has significant impact on the high volatility
of the inter-bank rate as explained in Chapter Four.
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Table V.3 Breakdown of the Issuers of HK$ CDs by Country of
Origin for the period Jan. 83- Dec. 84.
Country Name of Institution No. of Issues %of Total
Hong Kong Da o Heng Bank 1
Sun Hung Kai Bank 1 (in two t ran the s)




France Banque Paribas (HK Branch) 2
Banque Indosuez (HK) Branch 1
3 14. 29




Thailand Thai Farmers Finance
Investment Ltd. 1
1 4.76
U. S. A. 1American Express (HK Branch)
2Citibank NA (HK)
2Security Pacific Credit (HK)
5 23.81
Canada 2Royal Bank of Canada
2 9.52
TOT AL 21 100.00
Sources: Sun Hung Kai Bank, Unpublished Data
BA Asia, Unpublished Data.
Table V.4 The Range of Fluctuations of the inter-bank lending




















Source: Hong Kong Monthly Digest of Statistics, Dec. M4.
To reduce dependence on the highly unstable interbank
market, many banks issue their own instruments to open up a
stable source of funds. CDs is one of them.
9.84
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(2) Asset and Liability Management
This refers to the match of maturity between the assets and
liabilities of banks. Banks often borrow short and lend long.
For banks without.a strong deposit base, this is very risky
since it is very difficult to use short term funds to roll
over long-term obligations.
CDs, with its medium-term maturity, can act as a tool for
the match of maturity between assets and liabilities. In
fact, CDs is the only instrument in the money market which can
provide medium-term funds (see Table V.5 for CDs' proportion
to total liabilities).
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Table V.5 The volume of HK$ CDs outstanding as a percentage of
the total liabilities of licensed banks only.
(HK$m.) (HK$m.) ( % )
HK$ CDs HK$ Total CDs as a Percentage
Dati Out standing Liabilities of Total Liabilities
12.80 1,252 147, 336 0.85
6.81 1,619 168, 482 0.97
12.81 2,568 192,308 1.34
6.82 3,333 205,721 1.62
12.82 4.177 228,642 1.83
6.83 4, 72 8 237,276 1.99
12.83 4,549 2645766 1. 72
6.84 41)735 275)745 1. 72
9.84 5)139 282,050 1.82
Source: Hong Kong Monthly Digest of Statistics, Nov.82, Dec.84.
(3} Freedom to Quote Market Interest Rates
Commercial banks in Hong Kong are governed by the Interest
Rate Agreement such that interest rate ceilings are imposed on
both Hong Kong dollar savings and time deposits. The ceiling
limits the ability of banks to compete for short-term funds,
i.e. those less than twelve. months. This also limits the
issuance of short term CDs (the average maturity for the HK$
CDs is 3 years).
By issuing medium term and/or large denomination CDs, the
foreign banks can bypass the Interest Rate Agreement to
compete for deposits.
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(4) The Concept of 'Financial Supermarket'
This is more applicable to retail CDs of small denominations.
Small denomination CDs are regarded as a marketing tool to
increase the variety of services and products available to
customers. The objective is to enlarge the customer base.
V.3.4 THE BUYERS
The buyers of CDs include financial institutions, corporations and
individuals. Table V.6 shows the holding structure of CDs.
Table V.6 The Holding Structure of the HK$ CDs outstanding.
As End of By Banks(%) TotalBy I7TCs(%) By Others(%)
80 1,881166 (8.8) 752 (40.0) 963 (51.2)
81 3,543620 (17.5) 1, 176 (33.2) 1,747 (49.3)
82 5,3181,155 (21.7) 11734 (32.6) 2,429 (45.7)
83 5,4171,489 (27.5) 2,022 (37.3) 1906 (35.2)
Nov. 84 5,8571,802 (30.8) 2.225 (38.0) 1,830 (31.2)
Source: Hong Kong Monthly Digest of Statistics, Dec.84.
At the end of 1980, about 40% of the CDs were held by DTCs and
only 8.8% were held by banks. The other 50% were held by parties
other than deposit-taking institutions. However, ever since the
picture has been changing. While the DTCs remains the main
holders of CDs (about 38.0%), banks have increased their holdings
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of CDs to about 31% of the total and the share of parties other
than deposit-taking institutions has reduced to 31%. This shows
that CDs have a more significant role in the deposit-taking
institutions' asset portfolio.
In fact, the absolute amount of CDs holdings by each category of
holders has increased substantially, especially the banks.
However, this fact is due to the high growth rate of CDs issue
(see Table V-7). Although there is no actual figure, it is
estimated, by people in the market, that most of the CDs held by
parties other than deposit-taking institutions are held by large
multi-national corporations, and individuals' holdings of CDs
account for a very small portion of the total holdings. The
holding structure reflects the motives of the buyers which will be
discussed in the following section.
Table V.7 The proportion of total HK$ CDs held to the
total HK$ assets of all deposit-taking institutions.
(HK$m) (HK$m) C%)
As End of HK$ CDs held HK$ Total Assets CDs/Total Asset
80 917 190,483 0.4!
81 1, 802 263,913 0. 68
82 2,901 316,795 0. 92
83 3,512 355, 608 0. 99
Nov. 30, 84 4,027 380, 819 1.06
Source: Hong Kong Monthly Digest of Statistics, Dec., 1984.
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V.3.5 MOTIVES BEHIND BUYING CDS
(1) Greater Liquidity
CDs provide liquidity by means of a secondary market in which
depositors can sell CDs at any time they want without
significant capital loss. (Floaters will normally trade in
the 98-102 range. In short, one cannot expect capital gains
from an investment in floating rate CDs.) This is an
advantage over time deposits.
(2) Greater Safety
Credit risk on CDs is very low as CDs are issued mainly by
first class names of high credit rating (see Table V.2 for an
analysis of the issuers). This is especially important for
large corporations who seek safe outlets for surplus funds.
(3) Higher Yield
Floating rate CDs guarantee a certain percentage reward over
the prime or the HIBOR. In times of rapid inflation or
monetary disturbances, it is more attractive than fixed rate
time deposits and other interest-earning assets (see Appendix
V for the comparison between 1-month HIBOR, 1-month time
deposit rate and prime rate).
(4) Portfolio Management
Corporate portfolio management refers to the management of
a company's assets and liabilities so as to maximize the rate
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of return to stockholders at the lowest possible risk. CDs
is an attractive outlet for a company's surplus funds since
it is safe, commands a certain yield and possesses certain
liquidity.
V. 4 THE SECONDARY MARKET
The secondary market is the market for the trading of issued CDs.
Every issue of CD promise to maintain a secondary market for its
trading. Normally, the lead managers themselves would be the
market makers. When an investor wants to sell a CD, he simply
contacts one of the market makers and they will quote a bid price.
The market makers also quote an offer price if the CD requested is
available. A spread of one quarter percent between the bid and
offer is usual. From time to time, a leading secondary market
maker, who manages several first class issues, will advertise the
quoted price in leading newspapers.
V.4.1 THE OPERATION
The operations are done through the major market-makers who deal
in CDs. (See Table V. 8 for a list of the major market-makers.)
Inquiries and deals are made over the phone. If a bank or a
corporate investor wants to buy a three-year FRCD, he may call up
a market-maker and will be quoted a price. Deals are confirmed by
telex.
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Table V.8 Acitve participants/Market-makers







Sun Hung Kai Securities
Source: jW a rdley Limited, Unpublished Data.
Price quotations are made by reference to the par (e. g. 100. 05) and
based on the yield to maturity of the respective CDs. Normally
the price includes a premium for the accrued interest. Pricing of
Fixed Rate CDs are relatively simple. The yield to maturity is
simply the coupon rate over the price. For FRCDs, since the
coupon is floating over HIBOR or PRIME, pricing is more
complicated and is best illustrated by an example.
Suppose a five-year CD bears a rate of 1/4% over HIBOR,and the
dealer has in mind a price of yield to maturity of 0.22% over
HIBOR, the difference between the CD's coupon rate and the
dealer's rate is 0.03%. Given the maturity of five years, the
premium should be 0.03% times 5, i. e. 0.15% over the par. Hence
he would quote a price of 100.15 to the potential buyer.
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In reality, the actual price calculations are performed by
financial software packages and the dealer needs only input his
yield to maturity and get the quotations.
V. 4. 2 PARIT ICIPANT S OF THE MARKET
The major participants are the market-makers of CDs. These are
mostly merchant banks who want to:
1) transform the maturities of their assets and liabilities to
gain profits in anticipation of the future changes in interest
rate and its term structure and/or
2) obtain funds to meet unexpected demands of customers and vice
versa.
Other non-financial institutions are not active in the market. In
fact, the total trading volume of CDs is very small relative to
that of the inter-bank market. The annual turnover of secondary
CD trading is estimated to be about HK$10b. per annum, while the
trading volume in the interbank market is HK$3b. per day! The
reasons for this thinness are:
1) Most investors who buy CDs treat them as an investment. The
major buying motive is the higher yield provided by the CDs.
Since they normally hold their CDs until maturity, the volume
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availabe for secondary trading is much reduced. To the
potential buyers, there is not much choice for them.
2) If financial institutions are to treat CDs as a instrument for
transformation of maturities between assets and liabilities,
CDs must possess some depth in maturities and bear some
characteristics of liquidity and be legally recognized as such.
At present, the Interest Rate Agreement of the Hong Kong
Bankers' Association imposes interest rate ceilings on HK$
deposits with maturities up to six-month. Only deposits
larger than HK$500,000 and with maturity under three-months are
exempted from the ceiling control. This greatly limits the
maturity of CDs to medium term. For the banks or DT Cs, the
choice is too restricted for them.
On the other hand, the Banking Ordinance requires that banks
and DrTCs can hold CDs as part of their liquid assets up to 2%
of the total liabilities. This limits the banks' ability to
hold CDs as earning assets, and interest in buying CDs.
V. 5 ROLE OF CDS IN THE MONEY MARKET
If a strong money market is viewed as an arena where both bankers
and corporate treasurers can shift their asset portfolio or
liability structure in response to changes in interest rates, CDs
in Hong Kong may be treated 'as a medium term instrument for
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matching maturities in assets and liabilities. This has the
following implications:
(1) The increased popularity of CDs would reduce the relative
importance of the inter-bank market. While it is not
expected that CDs would take the place of inter-bank
deposits, CDs can help to alleviate the heavy reliance of
foreign banks on the inter-bank market. This would have
a stablizing effect on the money market rates.
(2) The development of this money market instrument gives rise
to a higher volume of business of secondary and primary
market trading. This supports more financial institutions
involved in the money market and helps develop other
money market instruments.
(3) As other money market instruments are extremely
underdeveloped, CD is now the only instrument that has
satisfactory liquidity and popularity. It serves as an
important vehicle by which short-term funds are made
available for borrowing short periods. CDs repos may be
one of the future prospects (see Chapter 7)0
(4) As the secondary market develops, the quotation in the
market can act as another indicator for assessing liquidity
conditions in the financial system. The necessary condition
for this is that the bid/offer spread of CDs in secondary
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trading should be reduced to the minimum under normal
circumstances (although the minimum is not defined except
experience). At present, the 1/4% bid/offer spread is
considered as too high.
V. 6 FACTORS AFFECTING THE GR(xr'TH OF THE CDS MARKET
1) Cost of Issuing CDs
For the issuing banks, the costs of issuing CDs are high
compared to borrowing from the inter-bank market. For
instance, the rate for CD is 3/8% over HIBOR and the issuing
banks have to pay underwriting fee to the CD manager.
Therefore, the effective cost is on the average 55. 5 points
(i.e. 37.5 points for the extra margin offered and 18 points
for a management fee) above the borrowing rate on the
inter-bank market.
2) Maturity Transformation
During recent years, when commercial lending grew tougher
and riskier, there has been a noticeable increase in bank and
DTC investment in CDs. For instance, a one-branch foreign
bank would raise medium-term deposits via CDs from the
multi-branch retail bank to lend medium term commercially.
One can see a risk and maturity transformation has taken place:
the multi-branch bank is lending long against a short term
but stable deposit base to a first-class name and eliminates
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(or reduces) the lending risk the one office bank is raising
long to lend long commercially, and eliminates (or reduces)
the funding risk.
3) Interest rate ceiling
More importantly, the interest rate ceiling has resulted in
financial disintermediation, as savers responded by making
higher levels of direct security market investments.
If liberalization of the Interest Rate Agreement takes place
CDs will have more chances to grow and widen the maturity
structure.
4) Government's liquidity requirements
Since Mar. 1, 1983, banks are allowed to hold CDs
up to two percent of the deposit liability, in
meeting liquidity requirement. CDs will have a
better prospect if it is allowed on a wider scale
as a legal liquid asset.
4) The Proposed New Banking Ordinance
The proposed amendments of the Banking Ordinance exert more
control over banking activities. In particular, it proposes a
capital adequacy ratio of 10% to the total asset. Although the
magnitude of the ratio has been under strong criticisms, the
fact that there will be a capital adequacy ratio( regardless
of its size) will constrain the deposit-taking institutions to
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borrow from the interbank market for short-term funding( which
dilutes the capital adequacy ratio) and open up a new market
for CD repos. This prospect will be discussed in Chapter 7.
CHAPTER VI
THE MARKET OF CCMMERCIAL PAPERS AND OTHERS
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VI. 1 OTHER MONEY MARKET INSTRUMENTS
In US, there is a range of short term money market instruments.
They include Treasury Bills, Federal Funds, Repurchase Agreements,
Negotiable Certificates of Deposit, Commercial Papers and Bankers'
Acceptances. However, in Hong Kong, some of the instruments do
not exist at all. Instruments available in Hong Kong include the
Interbank Market which is more or less equivalent to the Federal
Funds in US, Negotiable Certificates of Deposit, Commercial Paper
and Bankers' Acceptances. As the Interbank Market and Negotiable
Certificates of Deposit have been thoroughly discussed in previous
sections, this section will be on the Bankers' Acceptances and the
Commercial Papers.
VI.2 WHAT IS A BANKER'S ACCEPTANCE?
Bankers' Acceptances may be created in many different ways but the
essential characteristics are quite simple. Bankers' acceptances
represent one type of: broad class of credit instruments known as
bills of exchange. Bills of exchange are drafts, or orders to pay
a specified amount at a specified time, drawn on individuals,
business firms, or financial institutions. When the drawee
formally acknowledges his obligation to honour such a draft,
usually by stamping 'Accepted' on the face of the draft, it
becomes an 'acceptance'. When a bank accepts such a draft it
becomes a banker's acceptance.
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Banks often accept drafts on behalf of their customers under
letters of credit, which are commitments made to a third party at
the request of a bank's customer to honour drafts or other demands
for payment upon compliance with the conditions specified in the
letter of credit. In the case of an ordinary commercial letter of
credit issued to finance trade, the main conditions are that the
third party (the beneficiary of the letter of credit) ships goods
to the bank's customer and then submits appropriate shipping
documents to the bank along with the letter of credit.
Alternatively, a bank may provide a customer with acceptance
financing as a result of a less formal commitment than a letter of
credit. A customer on whose behalf a draft is accpeted is
obligated to provide the bank with funds for payment on or before
the maturity date of the draft.
In US, a banker's acceptance is a negotiable instrument which the
payee or holder may discount, i. e. to sell for less than face
value, in the money market. The banker's acceptance is considered
a very safe money market investment since the accepting bank bears
the primary responsibility of providing payment at maturity, and
the drawer of the draft is obliged to make payment if the bank
fails to do so.
VI.2. 1 METHOD OF FINANCIN(
Bankers' acceptances are used primarily to finance international
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trade. Assume that an American company wishes to import goods
from abroad, request its bank to issue a letter of credit (L/C) on
its behalf authorising a foreign exporter to draw a time draft
upon the bank in payment for the goods. Equipped with this
authorisation, the exporter ships the goods on an order bill of
lading made out to himself, and presents a time draft along with
the endorsed shipping documents to his bank. The foreign bank in
turn forwards the draft together with appropriate documents to the
American bank, which accepts the draft, and thus create a banker's
acceptance. The exporter discounts the draft with the accepting
bank and receives payment for the transaction. The shipping
documents are delivered to the importer who now may claim the
shipment. The American bank may either hold the acceptance until
maturity as an investment, or sell the acceptance in the money
market.
The American bank earns a commission charge for issuing the letter
of credit,* which is its contingent liability. Also, in buying the
acceptance which it originated, the American bank earns thi
difference between the purchase price and the face amount, whicl
must be reimbursed at maturity by the customer on whose behalf th(
acceptance credit was opened. When the bank follows such a course
it is actually financing the transaction, and its position mucl
the same as when it extends a loan directly to the customer. Or
the other hand, if some other party buys and holds the acceptance
the originating bank has tied up no funds. It has merely lent the
prestige of its name and assumed a liablity due to the holder o
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the acceptance. In any event, the ultimate holder of the
acceptance is actually financing the trade transaction.
In Hong Kong, the creation and financing of Banker's acceptances
are similar to that in US. However, there is no continuous
secondary market for the trading of the instrument. Once created,
these acceptances are held by banks and deposit taking companies
to maturity. However, over-the-counter trading does exist but
these transactions are infrequent.
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VI.3 COMMERCIAL PAPER
Commercial paper is a short-term unsecured promissory note that is
generally sold by large corporations on a discount basis to
investors. In Hong Kong, Commercial paper is offerd for sale in
the form of bill of exchange instead of promissory note. Since it
is unsecured, the market is open only to borrowers with
substantial liquidity and strong credit standing. Basically, it
is an instrument to provide a source of working capital.
Commercial paper is usually backed by unused lines of credit.
Even though its average maturity is very short, commercial paper
still poses the risk that an issuer might not be able to pay off
or roll over maturing papers. Consequently, issuers use a variety
of backup lines as insurance against periods of financial stress
or tight money.
VI. 3. 1 THE CP MARKET IN HONG KONG
The first issue of commercial paper (CP) dates back to June 1978
by Mass Transit Railway Corporation (MrRC). At that time, CP was
a novelty in Hong Kong. The market awareness was low and the
participants did not know much about CP. The issue was not very
well received by the market. There were no other CP issue until
December 1981 when Sun Hung Kai Properties came into picture with
a HK$ 100m. facility to issue CP. In mid 1982, the property slump
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played a part in the development of the CP market. At that time,
MTRC depended quite a lot on the development of property on the
covers of their stations. Profits of these property developments
would be used to finance the company. MT RC was hit by the
property slump and it had to look for other means of financing.
Banks was reluctant to lend more money to Mr RC because it had
already incurred a huge debt. Coupled with the political
uncertainty of the 1997 issue, MrRC could not get more loan from
banks. Therefore, it turned to the CP market to raise fund. This
provided a lower cost of fund in that period of turmoil. Previous
issues of CP had improved market awareness and knowledge which was
advantageous to the issuers. Furthermore, the government's
presence in MTRC boosted investors' confidence in MrRC's ability
to repay its loan. Therefore, this issue of CP was well received
by the market. This can be viewed as the first stage of the CP
market development.
One mile-stone in the development of the CP market lay on the
legal aspect. Starting in 1981, business lawyers discussed with
the government about the possible violation of the IJTC Ordinance
by issuing CP. This was a very decisive factor and the government
itself wanted the CP market to grow. The government will be in
dilemma if the DTC Ordinance was indeed violated. According to
the legislation, no business may accept deposits if it is not a
licensed or registered deposit-taking company, and the issue of CP
could be interpreted as taking deposits. The problem was resolved
on 11th November 1984 when the government announced that it would
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not stand in the way of CP issues, provided they complied with
legal provisions for the protection of investors. The government
also highlighted that the denomination of CP should be kept large
to prevent wide distribution. The customer base will be limited
to banks, investments funds and corporations. This was, sort of,
clearing the path for the growth of the CP market.
VI. 3.2 FEATURES OF COMMERCIAL PAPER
(1) The facility
The facility to issue CP is arranged between the issuer and
usually a syndicate of financial institutions (the Managers). The
maturity of the facility itself ranges from three to six years.
Within this period, the company can issue CP with agreed interest
rate, maturities and denominations. However, the outstanding
volume of CP issued at any time cannot be greater than the total
amount of the facility. The facility is accompanied by a back up
line of credit to provide bridging loans which will be discussed
in details later.
Commercial paper in Hong Kong is offered in the form of Bills of
Exchange. The Bills are negotiable instruments, payable to
bearer. Each Bill will constitute an unsecured obligation of the
issuer and none of the Managers has any liability. It will
entitle the holders to receive the full face value from the issuer
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upon maturity of the Bill.
Some facilities have call options which allow the issuers to drop
the whole facility before its maturity if they decide that it is
not needed any more. To exercise the call option, the issuer has
to give a minimum of three months' notice to the Managers.
(2) Interest Rates
Commercial paper is traditionally sold at a discount.
The difference between the purchase price and the face value of
the paper is deemed interest of the paper. The interest rate on
Hong Kong dollar Commercial paper is indexed to the HIBOR (Hong
Kong Interbank Offered Rate) plus a spread. The size of the spread
basically reflects the investor's perception of the credit risk of
buying the paper. This depends very much on the issuer and
sometimes, the underwriting bank or the lead manager who arranges
the deal. Company like MIRC which is more or less backed by the
government enjoys the lowest rate of all Commercial paper ever
issued. Its recent issue quoted interest rate at HIBOR+ 1/8%
which is the all time low. Most companies which have issued CP
offered HIBOR+ 1/4 to 3/8%.
Another observation is that generally the interest rates have been
declining. In the early stage, issuers had to offer higher
interest to attract investors as people were relatively unfamiliar
with CP. Part of it is due to the investors' perceived
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uncertainty about the instrument itself. Part of it is due to the
undeveloped secondary market. There is always a trade-off between
liquidity and return. Undeveloped secondary market hurts the
liquidity position of holders of CP, therefore they require a
higher return. For similar instruments in the well developed
Euro-dollar market, the rate can be as low as LIBOR (London
Interbank Offered Rate) plus five basis point i.e. 0.05% whereas
the lowest rate in Hong Kong is HIBOR+ 12.5 basis point (1/8%)..
To illustrate the interest rate calculation:
Maturity= 90 days
Face value of paper=HK$ 500,000,00
3-month HIBOR =8%per annum
Spread =1/4%
Purchase price =HK$ y
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(3) Maturity and Denomination
For Hong Kong Dollar CP ever issued, there are five kinds of
maturity, namely 30, 60, 90, 180 and 360 days. However, 360 days
maturity was only seen once in the first issue by MrRC in June
1978. 180 days maturity is seldom used and majority of the CP
ever issued had 90 days maturity. The interest rate of these CPs
is quoted as HIBOR of the corresponding maturity at the day of
issuance plus spread. For example, on 3rd March 1984, 3-month
HIBOR is 7.5%, then the interest rate for 90-day CP issued on 3rd
March 1984 will be 7.5%+ spread.
There are basically three levels of denominations i.e. $100,000,
$50050003, $150005000. The $100,000 denomination is seldom used.
However, some issuers make provisions that allow them issue any
other denominations as agreed between them and the manager.
Anyway, the denomination will be large. It is rather obvious that
Commercial paper is not for the general public but for
professional investors like bank and investment funds.
Participation of wealthy individuals in the CP market is said to
be minimal.
(4) Back-up Line of Credit
Even though the average maturity of CP is short, there is
still the risk that an issuer might not be able to pay off or•roll
over maturing paper. Usually, issuers will issue new CPs to cover
maturing CPs. However, it may not be possible in periods of
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financial stress or tight money. Sometimes, the issuers may elect
not to issue new CPs to cover maturing ones because of factors
like interest rate fluctuations. Also, the issuer may have to
cover a shortfall in the actual proceeds of paper issued on a
particular day.
To-illustrate the use of the back up line of credit,
consider the following example:
: 1st March 1984Date of first issue
HK$ 10,000,000Amount
: 1st June 1984Date of Maturity
10% p. a.3-month HIBOR on 1st March
13% p. a.3-month HIBOR on 1st June
On 1st March 1984, an amount of HK$ 10m. CP was issued which
matures on 1st June 1984. The issuer can elect to issue another
HK$ 10m. CP on or before 1st June so that there is no need to
repay the $HK 10m. by other means of financing. However, for
some reason the HIBOR throughout May was maintained at a high
level and is expected to be so until the middle of June. As
discussed earlier, the interest rate of CP is quoted as the
corresponding maturity HIBOR at day of issue. If the issuer
commit itself by issuing HK$ 10m. 90-day CP, it will have to bear
a high cost of fund for 90 days. In this case, the cost of fund
is 13% plus spread. So, it will be economical for it to utilize
the back up credit line to finance the repayment of the HK$ 10m.
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for say 10 days. Then it issues CP when HIBOR lowers to a
reasonable level. By delaying the issue of new CP, the issue]
bears the high cost of fund for only 10 days when it utilizes the
back up line of credit. Apart from interest rate fluctuations,
the credit line is used to cover shortfall in the actual proceeds.
Even the issue of CP is on 1st June, the actual proceeds may not
reach the issuer until 2nd June. So, there is a time lag betweei
payment and receipt.
Back up credit line is regarded as insurance. Usually, a facility
to issue CP is 100% backed by credit line. However, one draw down
cannot exceed 50% of the total amount of the facility. The time
period of the draw down is subject to negotiation between the
clients and the bank. Generally, the maximum time period will not
exceed 60 days.
(5) Methods of Placement
There are two methods of placement currently in use in Hong
Kong. They are 'Underwriting Syndicate' and 'Tender Panel'.
Underwriting Syndicate
This is similar to syndicated loans where one bank will act as the
lead manager to arrange the placement. The lead manager will
invite.other banks to participate. These banks will be managers
and the amounts of the facility that they take up is by
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negotiation among the managers. They will be responsible for
placing the CPs. If they cannot sell all the CPs, they have the
obligation to buy the unsold portion.
Tender Panel
The current practice of the Tender panel method used in Hong Kong
is actually a hybrid of tender panel and underwriting syndicate.
There is one or more banks which acts as a manager to arrange the
deal. The manager sends invitation letters to banks to bid for
the CPs. Usually there is a coupon rate on the paper, say HIBOR+
1/4%. This is the maximum return that investors can get by
investing in the CPs. To the issuer, it is the maximum cost of
fund they bear. However, the coupon rate is not necessary. In
well developed markets, bidders are free to quote the rate.
Nevertheless, the rates they quote will be governed by the
secondary market rate which reflects the market condition.
Therefore, the bidding will not go out of line too much.
In the process of bidding, bidders will quote the price. Let us
take a look at an example:
Face value= HK$ 500,000
Coupon rate= 9.75 (HIBOR)+ 1/4%= 10.0%
Coupon price= HK$ 454,545.45
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Higher price will mean a lower rate which represents a lower cost
of fund to the issuer. Any unsold paper will be sold to the
manager at price negotiated with the issuer. There are merits in
the Tender panel method of placement.
a) Issuer can guarantee source of fund as there is an underwriting
syndicate.
b) It usually gives a lower cost of fund than underwriting
syndicate alone.
c) Issuer gets the rate that it deserves in the market. Relatively
speaking, issuer is subject to less control by the managers
regarding the setting of the interest rate.
The Tender panel method is getting more popular and is expected to
dominate the market in the near future.
VI.3.3 COST OF ISSUING CPs
a) Interest cost
HIROR+ snread. which is generally lower than the prime rate.
b) Management fee
The mangers will charge a front- end fee for arranging the
facility. It will be a straight percentage of the total amount of
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the facility. Generally, it will be around the 1/2% level.
c) Facility fee
It is sometimes called the line fee or the commitment fee for
having the facility. It is a per annum fee as a straight
percentage of the total amount of the facility. It ranges from
1/16 to 1/2% depending on the size of the facility. The larger
the size, the lower the percentage.
d) Utilization fee
It is a per annum fee as a straight percentage which ranges
from 1/16 to 1/8%. This is charged because the banks have to
prepare for the funding of the outstanding volume of CPs in case
the issuer cannot repay or roll over the CPs at maturity. This
will tie up the capital of the bank.
These four are the big items of the cost. Apart from these, there
are other charges like Documentation fee, Legal fee, Printing fee,
etc. However, taking into consideration all the fees involved, CP
still provides a cheaper source of fund to issuers than a standby
credit line in a bank.
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VI. 3.4 PRIMARY MARKET
(1) ISSUERS
Since CP is an unsecured instrument, the market is open only
to' borrowers with substantial liquidity and strong credit
standing. Until Decomber 1984, there were only seven issuers, all
of which are big name companies.
1) Mass Transit Railway Corporation
2) Sun Hung Kai Properties
3) Sun Hung Kai Securities
4) The Hong Kong Land Company Limited
5) Jardine, Matheson & Company Limited
6) Kowloon Electricity Supply Company Limited
7) Security Pacific HK Holding Limited
Recently, Hutchison Whampoa, China Light & Power and Henderson
Land DPvelonment Comvanv showed their intention to issue CP.
(2) WHY DO THEY ISSUE CP?
a) to provide short term liquidity for working capital purpose or
interim financing for major projects
b) with the use of Tender panel method, issuers enjoy a ULIe pee
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source of fund than borrowing from banks
c) a maximum cost of fund is guaranteed as measured by the coupon
rate
d) CP can match the need of fund better. The issuer is in the
position to manipulate when it should raise fund by issuing CP.
This eliminates the cost of holding a standby credit line when the
company does not need loan. Although the company has to pay for
maintaining the facility, the cost is lower.
Another important factor to recent boom in the CP market is the
effort of the banks in promoting this means of financing. The
reason for their enthusiasm is their concern with yield on
investment. Making a loan will tie up capital and the yield is
measured by the interest charge on the loan. By underwriting CP
for issuer or bidding CP to sell to their clients, they may not
need to tie up any capital at all and get a return. This will
help their yield on investment. Furthermore, while making a loan
will affect their balance sheet, underwriting CP will not. It is
called an off- balance sheet transaction.
(3) BUYERS
Due to the large denominations of CPs, the distribution is
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narrow. Buyers are limited to banks, DT Cs, investment funds and
corporations. The participation of wealthy individuals is said to
be minimal. It is estimated that about 80% of the outstanding CP
is held by banks and DrCs.
(4) WHY DO THEY DEMAND CP?
To all investors, it is a low risk investment since the
issuers are large corporations with high credit worthiness. Due
to its short term nature, the investment is rather liquid. In
addition, a number of banks act as market makers to provide a
secondary market for the instrument. In case the investors need
cash, they can sell the paper in the secondary market.
T o the corporations, it is an attractive investment to put in
their short term surplus fund because of its significantly higher
yield than bank deposits.
For the investment funds and banks, CP acts as a new instrument
for their portfolio managemnet which requires instruments of
different maturity, risk, liquidity and industry characteristics.
To the banks in particular, the short term nature of CP provides
flexibility to match with the maturities of their liabilities.
This gives a higher yield than lending in the interbank market.
Furthermore, it is an off balance sheet transaction to trade CPs
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which acts as a tool for transformation of maturities. This will
be discussed in the chapter on asset and liability management.
(5) SIZE OF PRIMARY MARKET
By December 1984, the total number of Commercial paper
facility signed was thirteen. However, there were only seven
issuing companies. By then, the total amount of facility signed
added up to HK$ 4.425 billion. Official statistics about the
outstanding volume of CP was not available. However, it was
estimated to be not less than HK$ 1.0 billion. While the CP
market in Hong Kong is only at its take-off stage, there is a firm
belief in the merchant banking fraternity that the issues made to
date are only the tip of the iceberg.
(6) SECONDARY MARKET
Commercial papers are quoted and traded on a yield to maturity
basis. The managers maintain a secondary market in the CPs by
quoting buying and selling yields which correlate closely with
interest rates for Hong Kong dollar deposits of similar maturity
prevailing in the Hong Kong Interbank Market.
e. g. An outstanding HK$ 500, UUU GY maturing in35 says 15 bid at
10%
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and offered at 9.75%
BID PRICE _$ 495, 251.02$ 500,000 x 365
365+ 0. 1 x 3 5
=$ 495, 368. 62OFFERED PRICE=$ 500,000 x 365
365+ 0.0975 x 35
Most investors take CP as an investment rather than an instrument
.for trading to gain profit. Once they buy a CP, they hold it to
maturity. Some estimates of the trading volume of CP put it at
around HK$ 100m. per month which is extremely low.
(7) PROSPECT OF THE CP MARKET
Obstables
a) There are limited number of qualified issuers in Hong Kong. So
far, all issuers except Security Pacific are Hong Kong based
companies. If the market only depends on local issuers, the
potential is somewhat limited.
b) The slow growth of the secondary market is attributed to the
attitude of bankers who are the major holders of CPs. Their
reluctance to trade renders the secondary market remaining thin.
c) Corporation's attitude towards surplus fund managehient Will
also affect the secondary market trading. They are rather
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conservative in this area. When they buy a 90-day CP, they make
pretty sure that they will not need the fund within 90 days.
Therefore, they usually hold it to maturity. Whereas in well
developed market, it is common that investors will use the surplus
fund which is available for several days only to buy an instrument
and sell it several days later.
This is a classical Chicken and Egg problem. Growth in primary
market will help the growth in the secondary market and vice
versa. Increasing number of issuers of CP will provide
instruments of different maturities and different maturity dates.
This provides more flexibility to investors especially the banks
to manage their assets and liabilities using CP. This will
certainly improve the trading in secondary market. As a thick
secondary market enhance liquidity of the instrument, it will
attract investors who are very much concerned with liquidity.
Also, they are willing to sacrifice some return for liquidity.
This will strengthen the confidence of underwriting bank to offer
or bidding banks to bid a lower rate which means the issuers will
bear a lower cost. This will attract issuers and help the primary
market grow.
The present situation in the market already gives cost aavantage
to issuers. There is a firm believe that the market will continue
to grow but time is required to educate potential issuers. Note
that the most recent issue of CP is by a subsidiary of an American
company. As mentioned earlier, there are not many qualified local
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issuers. However, there are a lot of large multi-national
companies or their subsidiaries which certainly have the access to
the market. If they are going to enter the market, there will be
huge potential for the CP market to develop.
One point worth mentioning is the recent proposal on changes in
the banking regulations. One of the proposed changes is to
increase the capital-asset ratio. If this is passed, many banks
will have to restructure their positions. There are at least two
things that they can do. Firstly, they can increase their capital
through retained earnings and/or long term debt. Secondly, they
can reduce their asset. It is very likely that they will do both.
T o reduce their assets, they have to make relatively less loan but
at the same time to satisfy the loan demand of their clients. One
viable alternative now is to advise the clients to turn to the CP
market for fund and thus boosting the primary market.
The capital-asset ratio requirement has another implication for
the secondary market. At present, banks depend very heavily on
the interbank market for fund for their liability management
purpose. These will affect their balance sheet position which may
be less desirable when a more stringent capital-asset ratio
requirement is imposed on the banking community. One possible
alternative is to make use of instruments like CD and CP. When
the banks demand fund, instead of borrowing in the interbank
market, they can sell these instruments to get cash. These
transactions will not affect the balance sheet position. They are
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just transforming one kind of asset, marketable securities, to
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VII. 1 INT RODUCT ION T 0 PERFORMANCE EVALUAT 10
In this chapter, we will try to review the operations of tr
various money markets. As we can see from the discussions of tr
previous chapters, the interbank market is the core money markE
for deposit-taking institutions to obtain short-term funs
(especially those with maturity less than 3 months). While tY
CDs market serves as an avenue for medium -term maturitiE
transformation and deposit-taking institutions' funding, it I
still on its infant stage. The CP market is even more primitii
than the CD market, although the CPs serves the short-term fundir
purpose of the some giant corporations.
However, money markets must serve the functions of the money
market in order to mature. In Hong Kong, there are always
criticisms that the money markets are very immature, and the lack
of a variety of monetary instruments readily available to
investors for adjusting their porfolios, really makes Hong. Kong
unworthy of her claim as the world's third largest financial
centre.
In the following sections, an evaluation of the local money
markets with respect to some theoretical models and concepts is
made. Then we will discuss the future developments of the
various markets as a whole, in face of the changes in the dynamic
business environments and in the institutional and legal structure
of the Honq Kong's monetary sector.
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VII. 2 EVALUATION OF MARKET PERFORMANCE
Basically, our evaluation will be built on the so-called Efficient
Market Hypothesis and the degree of market perfection in the
various money markets. However, the CD market and the CP market
are so thin and immature that it is worthless to discuss their
'efficiency'. Hence Efficient Market Hypothesis is applied only
to the interbank market.
On the market perfectness, the discussions will focus on the three
basic market forms: breadth, resilience and depth. These will be
explained below.
VII. 2. 1 MARKET EFFICIENCY AND ALL THAT
In this section, we want to dicuss the efficiency of the money
market and discuss some of its implications.
When someone refers to market efficiency, ne really means LnuL
market prices would fully reflect all available information. But
in actual case, market prices can hardly reflect all available
information. Therefore, the efficient market hypothesis has
been subdivided into three categories, each dealing with a
different type of information. In a weak form efficient market,
all information contained in historical prices is fully reflected
in current prices. A semi- strong form efficient market will fully
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reflect in current prices the publicly available information while
a strong form efficient market will incorporate all information,
whether public or private ones into the market price. Thus what
the efficient market hypothesis is concerned with is: under what
conditions an investor can earn excess returns in the market. And
this is our fundamental evaluation criterion.
Interbank dealing is a professional as well as information
intensive business. Dealers and traders are knowledgeable and
experienced enough on the dealing techniques, current economic
environment, market sentiment and seasonal demand of market etc.
On the other hand, most of them are equipped with modern
telecommunication systems and electronic information facilities,
helping them to capture most recent and update quotations and
market information from news agencies, say, the Reuteur or the AP
Dow Jones. As a matter of fact, the market reacts to such
publicly available information almost instantaneously. Therefore
how a trader can beat the market depends on his ability to grasp
not only the current market information, but also the inside
information as of who is/are going to play in the market, why and
how much. It would be important for interbank dealers to well
inform one another and have good personal contacts.
Based on the above observation, we could infer that the Hong Kong
interbank market is at least a semi-strong form efficient market
and is approaching a strong form efficient one. Both publicly
available and inside information will be reflected in the market
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rates very fast. The only way to have an excess profit is to
capture and react to the first hand inside information and news
before anyone else may recognize.
VII. 2. 2 MARKET PERFECT ION
Another way to assess market performance is the structure of the
markets. Focusing on the ability of a market to absorb large
trading volume without causing wild gyrations in transaction price
would suggest a somewhat more sophisticated measure of market
performance. The qualitative description of such market is
relatively easy: they have the breadth, depth, and resiliency. A
market is deep if it is easy to uncover buy and sell orders above
and below current transaction price if these orders come in large
volume, then the market has breadth if new orders quickly pour in
when prices move up or down, the market is called resilient.
1) The Interbank market
Figure IV.3 and Figure IV.4 depict the interbank rates in the Hong
Kong market (HIBOR) and the Eurodollar market (LIBOR). One may
observe the HIBOR has been more volatile than the LIBOR and that
the yield curves often depict an abnormal inverted fashion against
the normal upward sloping ones in the Eurodollar market.
Transaction price volatility may reflect thinness of the Hong Kong
76
interbank market and that only a small volume of trade can be
absorbed without producing wide price swings. As a matter of
fact, in some circumstances say due to inflow of foreign capital,
overnight HIBOR may be drawn down to as low as half percent.
While in some other situations, say in market panic or when there
is a stock floatation, issue, the interbank rates may shoot rocket
high. Normally, the bid-ask spreads of Hong Kong interbank rates
are usually around 1/16% over that in the Eurodollar market for a
similar maturity and a normal sized transaction.
Therefore, a more appropriate description of the interbank market
may be that it is efficient, but is also thin and not
sophisticated. Market is not broad, deep and resilient enough
that only a small volume of trading can be absorbed without
producing wide price swings.
2) The CD Market
Although both the number of new issues and trading volumes in the
secondary market is growing in the past few years, the fact that
most buyers hold CDs till maturity and release only very limited
volume of stocks for trading implies that the market is still
thin. The lack of stock and variety would sometimes produce
mismatch of wants between buyers and sellers. Hence the market is
far from performing its function of channelling of funds. For
these reasons, the market has only a limited number of
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participants and the market is far from deeF
3) The CP Market
Most of the arguments in the CD section applies to the CP market
except that the CP market is even thinner and more immature than
the CD market. The trading volume is very small and the
participants are limited. The stocks and varieties available for
trading is very small, limiting the liquidity of the market.
Hence the market is even more underdeveloped than the CD market.
VI I. 3 GROWING SOPHISTICATION OF HONG KONG FINANCING
In this section, we are going to highlight some of the material
facts that would reflect or add to the increasing sophistication
of Hong Kong's domestic currency financial Market.
Both easing of 1997 political anxieties in Hong Kong and the
improvement in market stability following the local currency's peg
to the US dollar have contributed very much fundamentally to the
healthy growth of the Hong Kong financial markets. New
development projects in both Hong Kong and mainland China have
revived demand for credit. Occasions to raise funds through the
local market are increasing and that competition among banks has
spawned a growing range of. financial products for borrowers and
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investors. On the other hand, followiig the local currency's peg
to the US dollar at 7. 80, some analsyts maintain that more
volatile interest fluctuations can be expected, which have
accentuated a tendency for local companies to raise funds in Hong
Kong dollars, to match liabilities to income. This creates
opportunities for merchant banks to act as middlemen in arranging
local financing.
Signs of Hong Kong's growing sophistication in financing include a
rapid growth in the volume of local certificates of deposit and
commercial paper. Some swaps are being tried by banks in Hong
Kong to improve debt management on behalf of their corporate
clients. For example, Kowloon Electricity Co., a utility owned
partly by ESSO, is swapping foreign borrowings of US$ 150m. for
Hong Kong dollar debt, because it wants to match future repayment
obligations with its income, which is in local currency. The swap
is the biggest so far involving Hong Kong dollars. South Korea's
Daewoo group is raising HK$200m. that it does not want. What
Daewoo wants is Swiss francs. But it has found that raising funds
in Hong Kong dollars and swapping the proceeds for Swiss francs is
cheaper than going to Switzerland to raise the funds directly.
Banks and investors are also prepared to offer longer term
financing to borrowers, as well as refinance existing debts so
that repayment periods are lengthened. But borrowers of Hong Kong
dollars are still exposed to swings in local interest rates,
because banks and investors usually are not prepared to advance
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fixed-rate financing for periods exceeding a few months. In New
York or Tokyo, in contrast, well established borrowers are able to
raise long term financing at a fixed rate through bond issues and
loans. But in Hong Kong, traditionally volatile interest rates
inhibit lenders from providing fixed-rate funds, though there is
growing demand for fixed-rate Hong Kong dollars.
But changes are on the way. For instance, the Hong Kong branch of
Bank of Tokyo has started raising fixed-rate Hong Kong dollars by
issuing HK$ 100m. in CDs bearing a fixed interest rate of 11% per
annum for 3 years. And then the fixed rate money will be provided
to Hong Kong Land Co. through a swap with Bank of Tokyo- for
a floating-rate debt provided by Hong Kong Land at below HIBOR.
Based on the above observation on recent development of the Hong
Kong money market, it is obvious that such growth in
sophistication will continue. In the next section, we would study
the future development trend together with some implications and
anticipated institutional changes brought by the proposed Banking
Ordinance Amendment.
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VII.4 FUTURE DEVELOPMENT OF THE MONEY MARKET
With business confidence reviving, more stable economic climate is
expected. Banks and investors are prepared to offer longer term
financing to borrowers. It means that borrowers may be
facilitated in longer term financing by matching the maturities of
sources of fund together with uses of fund. One year interbank
credit is expected to be launched and traded in 1986. Credit
worthy financial intermediaries will continue to issue more medium
term fixed rate CDs. Such moves would make the Hong Kong money
market to be more flexible to customer needs. On the other hand,
owing to lengthening of maturity nature of the money market,
boundary line between the money market and the capital market
would become more obscure. A more coagulated financial market is
expected ranging from overnight interbank transactions, to short
to medium term NCDs, medium term Floating Rate Notes and finally
to the Stock bond markets tradings. More supplies of longer
term funds would lengthen. the maturing period of many existing
money market instruments.
Banks and DICs are relying more on CDs for funding purposes. 1voL
only that they may provide some longer term and fixed-rate funds,
but also the certainty for liquidity that the interbank market may
not supply. With more NCDs outstanding, the secondary market is
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stimulated to grow broader and wider and this facilitates
secondary market trading and lowers the transaction costs. Though
NCD is a more expensive source of fund, more participants and
competitors would drive down the interest premium as well as the
underwriting fees. Some market players even expect that HIBOR
flat NCD would be launched in the near future. Owing to
development of secondary market trading, NCDs is becoming a more
liquid asset. It will be a sound reason for pushing government to
release restriction on using NCDs as reserve assets, which
needless to say will have a very big positive impact on NCD market
development, particularly using NCDs for hedging loans by banks
and DT Cs.
Commercial papers, or short-term IOUs issued by corporations is
becoming more popular. Issuing commercial paper is usually a
cheaper borrowing method than taking a loan from commercial banks.
Not only because commercial papers are issued by credit worthy
corporations (thereby reducing the risk), but that they can be
traded among investors (thus increasing liquidity) and that they
have eliminated the interest spread earned by banks. Following
the prosperity and growth of the domestic economy, more and more
corporations would promote their own credit ratings. Therefore,
we would expect increasing use of commercial paper as a source of
corporate liquidity financing.
Growing sophistication in the money market has also brought aDoui
some financial disintermediations where savers take away thei,.
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bank deposits and invest directly into other market instruments,
as they have responded by making higher levels of direct security
market investments. The expected development of commercial paper
market as well as government issues will certainly contribute to
the phenomenon.
Hong Kong dollar, being pegged to the US dollar, has indirectly
linked the domestic money market to that in the US through active
arbitrage activities. Money market rates are now following pretty
much similar fashion as that in the States. Therefore, interest
rates volatility, except the very short term ones, is expected to
be lowered, though the local money market has given its way to
Federal Reserve's monetary policy.
Recently, some wide ranging bank reforms have been proposed by Mr.
Robert Fell, the Commissioner of Banking to banks for discussion.
The proposed changes concern five areas:
- Supervision of management
- The monthly statistical returns
- Examination and audits
- Measurement of liquidity
- Introduction of a new capital to asset ratio.
The objective is to judge a bank's management capacity on:
- the ability to earn consistent profits
- to avoid unexpected sudden losses on assets or trading
- to adapt quickly to changing market conditions
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- sufficient management depth to withstand key resignations
cost effective administration systems
Two of the proposed areas, namely measurement of liquidity and
introduction of a new capital to asset ratio, if adopted, will
have significant impact on the money market, which we shall
discuss in greater detail.
Banks and ETCs are now required to hold specified liquid assets of
an amount equivalent to at least 25% of the total deposit
liabilities of the institution. Such liquidity ratio requirements
contain grey areas. One of the weakest points, banks say, is that
liabilities due to overseas banks and DTCs- irrespective of
whether they are branches or subsidiaries of locally incorporated
banks- are not required to have any liquid asset cover.
Liabilities to banks in Hong Kong, excluding CDs issued by banks,
are subject to 100% liquidity cover only when the liabilities are
due to mature within seven days. The structure of the ratio makes
it easy to 'manipulate' liquidity by round tripping, particularly
via offshore bank intermediaries. Consequently, it is doubtful
whether liquidity ratio is an accurate measure of a bank's
liquidity.
The essence of the proposal is to replace this simple ratio, which
is applicable to all banks and LTCs, by a more sophisticated
system of liquid assets or maturing assets cover requirement. By
involving a careful supervision on bank's position as well as a
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complex calculation of the assets and liabilities on a bank's
books, its liquidity can be monitored. Careful watchout by the
commission will eliminate banks' round tripping and force them to
have larger liquidity positions by holding monay market
instruments or more actively engaged in the money market thus
boost the local money market in terms of market width.
The introduction of a capital to asset proportion would also have
some impacts on the money market development. The ratio is
suggested to be in the range of eight of ten percent. A number of
financial institutions here are highly leveraged and their primary
source of funds is the interbank market, say the capital to asset
ratio of most Japanese banks' subsidiaries now ranges from five
per cent to as low as 0.5 per cent. Banks and DTCs, in response
to the restrictive ratio will have to push down their leverage and
shift to some fee earning servicing activities that require no
capital support. Underwriting and trading of securities
(including commercial papers, CDs, Notes, bonds and stock) will be
stressed, as observed in the US following introduction of similar
capital adequacy ratio requirement. Development of such
securities will be boosted. On the other hand, banks and DT Cs
would depend less on the interbank market as the only source of
liquidity. Rather, repurchase agreements, 'repo' or 'reverse repo'
will be arranged for liquidity funding since they will not affect
bank's asset and liability position. With a 'repo', the selling
bank sells a security to obtain short-term fund with an
agreement that it will repurchase it on a specific date in the
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future, usually within a week or so. A 'reverse repo' is designed
to do the opposite. Quite different from the case of US, there
are only a few government notes issued and traded in the secondary
market therefore repos and reverse repos will unlikely use
government securities as the media. NCDs issued by credit worthy
banks and T1TCs would be traded instead, which is similar to the
situation observed in Japan where money market dealers treat CDs
as the 'gensaki' on term-repots instrument besides traditionally
used T-bills and government bonds. Of course, emergence of the
repo's market would much rest on the size and degree of
sophistication of the NCD market.
Besides repos and reverse repos, there is a tendency of various
kinds of swaps would be arranged. Merchant banks have acquainted
more knowledge and technical feasibility of swap arrangements.
When different kinds of innovative instruments bearing different
characteristics come into the market, opportunities for swap
arrangements would be increased which could service the different
needs of the two parties involved.
We have said many on the pros, bankers however caution that
despite its progress, Hong Kong will still lag far behind
developed countries in the scale of its local financial market.
Although banks are eager to supply innovative financing methods,
owing to the low degree of market players' sophistication and
market thinness, local companies are not rushing to borrow, and
the lack of demand has hindered the market growth.
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In spite of this, growth in size and market sophistication is
underway, though the market may never reach the degree of maturity
as witnessed in the New York or Tokyo market. We are encouraged
by the recent performance and growth opportunity, but bear in mind
that it is just a local money market, we should not expect too
much.
CHAPTER VIII





VIII.l LIQUIDITY AND PROFITABILITY
Bank management is a never ending tug of war between liquidity and
safety on the one hand, earning and profitability on the other.
The reason: that the more liquid an asset, the less it is likely to
yield. But banks are business firms, with stockholders presumably
they want to earn profits. Therefore why not forget about liquidity
and then buy only high yielding (thus less liquid) assets? Due to
the unique structure of their liabilities, banks need liquidity to
fullf it the reserve requirement or to provide a margin for safety.
Thus they would need assets that are quickly convertible into cash,
with little or no loss in value. So banks are facing an endless
conflict- between profitability and liquidity.
Of course, if a bank holds only highly liquid assets to meet any
conceivable volume of withdrawals, it will probably not cover its
costs and will have to go out of business. Thus bank portfolio
decision makers are pressed to maintain liquidity (because of the
nature of their liabilities), and yet they are always tempted to
reduce liquidity (to generate profits). For these reasons,
commercial -banks are particularly important participants in the
money market, both as lenders and borrowers, as they adjust their
legal reserve positions, invest temporarily idle balances, or sell
some of their securities to raise funds in anticipation of forth
coming business demands for loans.
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VIII.2 USES OF BAND FUNDS
Table VIII. 1 shows the major trends in uses of bank funds in the
past 15 years.. They are expressed in percentage figures for easy
comparisons.
One might notice that banks have in fact kept a low percentage of
asset in cash as it can generate no return. Loans and advances to
customers have been dropping in significance from 40.6% of total
assets in 1970 to 31.7% in 1984. They have been replaced chiefly by
loans to other banks, which are going up from 31.2% in 1970 to 58%
in 1984. Negotiable CDs are being held in such a small amount
(1.3% of total banks' assets). Their limitation to be used as
liquidity reserve assets may be the prime reason.
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Table VIII.1 Assets of Banks, 1970- 1984
Percentage Distribution
1970 1975 1980 1984
1.5 1.2 0.8 0.3Cash
31.2 32.1 41.7 58.0Loans to Other Banks
N. A. N. A. N. A. 1.3NCDs
40.6 53.5 35.4 31.7Loans and Advances to customers
21.7 13.2 11.2 8.7Other Assets
100.0 100.0 100.0 100. 0Total Assets
Source: The Monetary Affair Branch
VT TT_ 3 SOURCES OF BANK FUNDS
Table VIII.2 shows the major trend over the past 15 years in
sources of bank funds. They are also expressed in percentage fo
Notice first how deposits from customers, which used to be the
major source of bank fund- 69. 8% in 1970 have declined to 32.8% in
1984. The decline may be traceable to the banking cartel over
banks' freedom to offer competitive interest rates on customer
deposits, combined with the' general increase in return on other
easy comparisons.
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types of assets which act as possible investment substitutes.
Individuals and business firms are reluctant to hold any more bank
deposits beyond the adequacy level that they really need for the
day-to-day transactions. Banks, in order to compensate for their
hunger for funds, were pushed to rely more on the interbank market
for raising fund. It was witnessed by the proportion of bank
liabilities to rise from 17.4% in 1970 to 59.1% in 1984.
In fact, in the sixties up to the early seventies, the interbank
market was operated on a small scale and mainly used by domestic
banks to manage their idle cash. Starting from the mid seventies,
owing to influx of foreign banks and financial institutions who did
not have strong deposit base had to tap the interbank money for
meeting the credit demands. It was this undue pressure that
stimulated the growth of the market. NCDs appeared as a source of
fund only in the early 80's. But the amount outstanding is still
very small, amounted to 1.3% of total liabilities in the year 1984.
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Table VIII.2 Liabilities of Banks, 1970- 1984
Percentage Distribution
1970 1975 1980 1984
17.5 32.3 54.7 59.1Interbank Liabilities
69.8 55.4 33.0 32.8Deposits from Customers
N. A. N. A. N. A. 1.3NCD Out standing
12.7 12.3 12.3 6.8Other Liabilities
100.0 100.0 100.0 100. 0Total Liabilities
Source: The Monetary Affair Branch
VIII. 4 ASSET AND LIABILITIES MANAGEMENT IN BANKS
Mid-seventies witnessed a dramatic change in banks' liquidity
practices. Until then, provision for liquidity had been sought
almost on the asset side of the balance sheet in the form of cash
and net loans to other banks. Banks were competing fiercely on the
retail banking business to attract funds. By adopting such an
asset management, they took their liability structure (mainly
deposits from customers) as given and tailored their assets to fit
it accordingly.
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It was in the mid seventies that banks began to draw their
liquidity from the liability side of balance sheets. More and more
banks, especially the aggressive ones, came to rely on their
ability to buy (borrow) money when necessary as a mean of meeting
whatever liquidity needs might arise. They were not going to store
up liquidity in short term, low yielding assets when it could
always be bought in the market when needed. Since then, banks began
to take a target asset growth as given and adjust their liabilities
to suit their needs. In other words, banks were shifting from asset
to liability management- a change in bank management philosophy.
Table VIII.3 Changes in Style of Liquidity Practices




58. 041. 731. 2Loans to Other Banks
59. 154. 717. 4less Interbank Liabilities
-13.0
-1. 113.8Giving Net Interbank Loans
Source: The Monetary Affair Branch
Now banking operations are becoming [[IULe aLIU uivi Vr1111 71.1tQ Ctl,
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and bank management is moving towards a modified form of liability
management, best described as discretionary fund management. it
revolves around the strategic employment of interest sensitive funds
- whether liabilities or assets- that can be increased or decreased
at the bank's initiative. The most basic consideration is to raise
funds at minimum cost or to employ a surplus to maximize profits.
Relative costs and risks would be the prime factors instead of
worrying whether it is an asset or a liability.
Discretionary fund management is facilitated by the increasing
liquidity of NCDs and Commercial Papers resulting from the
emergence of the secondary market. On the other hand, success of
using discretionary fund management rests on the ability to project
the expected movements in non-discretionary funds- anticipated
inflows and outflows that are beyond the banks' immediate control.
These would include expected extensions or repayments of business
loans, projected inflows and outflows of time and saving deposits
and so on. The result of all these non-discretionary flows is
either a projected net outflow of funds or a projected net inflow,
which the bank must accomodate in the short run. Therefore it is
essential to have an efficient MIS system in the bank to monitor
the expected net inflows or outflows so that surplus funds can be
disposed and that deficits can be covered accordingly. Owing to
the development of modern computer technology and MIS control
systems, it will be obvious that more banks are capable of making
good use of the discretionary fund management technique.
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Furthermore, as it was mentioned in the previous chapter, if the
proposal to control banks' capital-to-asset ratio is actually
implemented, financial institutions, in order to compensate for
this limitation on leverage,will emphasize a lot more on using
off-balance sheet methods like Repurchase Agreements (REPOs) as
well as Reverse REPOs for funding liquidity. That is to say,
liquidity will be funded by both the liability as well as the




IX. 1 S umrna a
The research project is devoted to explore the material facts,
performance and future development prospects of the local currency
money market.
Money market is not a single one but a group of interlocking
markets which deals with issuing and trading of financial
instruments of maturity less than and up to one year. The Hong
Kong money market is characterised by its heavy bias on the
interbank deposits tradings, which have accounted for more than 95%
of the total money market turnover on the average. High degree of
financial intermediation is another characteristic of the local
money market: around 80% of total NCDs and commercial papers
outstanding (other major facets of the money market) are actually
purchased and held by financial institutions.
In Chapter IV to VI, we try to explore the various components of
the money market individually: i.e. the interbank market, NCDs
market and the commercial paper market. Their short history,
features, operations, participants, functions, outstanding volume,
turnover volume, special characteristics and factors affecting
their growth would be discussed and examined.
It is found that the local money market is a fairly efficient one
(at least satisfies the criteria for semi-strong form efficiency).
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But on the other hand, the money market rates are very volatile
when compared with that in more matured financial markets.
Thinness of market, being not broad, deep and resilient enough
together with the existence of monopolising power may be reasons
for the high volatility.
IX. 2 CONCLUSION
Though the local money market is observed to be an immature and
volatile one, there are some signs for its growing
sophistication. After the abatement of the 1997 political
uncertainty together with the successful pegging of Hong Kong
dollar to that of US's, the money market rates have been stablised.
The market withnessed a growing supply of longer term funds which
has been lacking before. On the other hand, there are some new
financial vehicles/arrangements being introduced to the financal
market.
Banks and UrCs are expected to issue more NCDs for liquidity
funding instead of relying solely on the interbank market (a
volatile, unreliable source) or the retail banking network (an
expensive source). Commercial papers would be welcome by
credit-worthy non-financial enterprises for liquidity which is a
lot cheaper than borrowing from banks at prime. Such process of
financial disintermediation would continue.
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It is observed that banks are competing more and more on fee
earning business, pushing the underwriting fees and transaction
costs down. Needless to say, the secondary markets for NCDs and
commercial papers would be benefited. Not only that it would
stimulate more primary issuance of money market instruments, but
that it would boost the marketability and liquidity of such money
market instruments in the secondary markets.
Recently, there are a lot of discussions on the proposed banking
reforms. If the proposals regarding banks liquidity and capital
asset ratio are actually implemented, it is expected that banks
would shift from a liability orienting to that of a discretionary
fund orienting style of liquidity management. It not only implies
that banks/QCs would manage to participate more actively in the
money market, but that they would engage in some other innovative
methods of liquidity financing as well.
All in all, the Hong Kong money market is in its growth stage,
becoming more efficient, mature and sophisticated. On the other
hand, some new financial vehicles/arrangement would come into play.
But market thinness will still be a limiting factor which would
hinder its further growth in the long run.
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Appendix II.
HK Interbank Rates Statistics, 1980-1984
VARIAOLE N MEAN STANDARD MINIMUM MAXIUM RANGE
DEVIATION VALOL VALOL
HR24 314 11.73594902 4.44033097 1.00000000 25.00000000 24.00000000WK1 314 12.80707924 3.70756852 1.5000000 25.000000 25.000000MTH1
MTH3
MTH6
314 13.37223597 3.50000000 25.0000000 21.0000000314 14.50959767 3.20094360
3.44605848




MTH3= three month rate
MTH3= six month rate
Appendix III.
Eurodollar Rates Statistics, 1980-1984
EWK1 = one week rate
EMTH1= tone month rate
EMTH3= three months rate
FMTH6= six rionths rate
EMTE9= nine 11iontris rate
EMTH12= one ye i.r rite
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Appendix IV.
Deposit Rates Quotation - Sample
Wardle Limited
Wholly owned Subsidiary of
The Hongkong and Shanghai Banking Corporation
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8th Fl., EuroTradeCentreConnaughtRaodC., H.K. 5-231017
KowloonOffice
12th Fl., ArgyleCentre, Phase1,688 NathenRd., Kin 3-917888
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Appendix V. 1-mon. h HIBOR, time deposit rate and PRIME
DURING the period Nov-83 to Jul.84.
Monthly Averages for 1-month HIBOR














Commercial Paper (HK$) Issues until 12/1984
Managers
Issuer Amount (Days) Denomination Date Managers
Mass Transit 500m 90 180 $100,000 6/1978 Barclays JF,Apco
Railway Corp. 360 $500,000 BNP, ManHan, SHK
Finance, LBI Finance
Sun Hung Kai 100m. 30 90 $100,000 12/1981 Barclays Asia
Properties 180 $500,000
Sun Hung Kai 200m. 30 60 $500,000 7/1982 Banque Paribas
Securities 90 $1,000,000
MTRC 200m. 30 60 Not 9/1982 Wardley
90 Available
MTRC
600m. 90 $1,000,000 7/1983 Barclays, Hang Seng
HSBC
MTRC 300m. 90 $1,000,000 10/1983 Citicorp, Lloyds,
Schroders, Sumitomo
Finance
HK Land 250m. 30, 60, $500,000 11/1983 JF, E. A. Warburg, KB,
90
Jardine, Math-300m. 30, 60, $500,000
Manhan, Schroders
2/1984 JF, Citicorp, ManHan
son & co. Ltd. 90 E.A.Warburg, Wardley
Schroders, Lloyds,
China Dev. Finance
Kowloon Elec- 250m. 30, 60, $1,000,000 2/1984 Schroders, Citicorp,
tricity Supply 90 ManHan, Sumitomo
Co. Ltd. Finance Finance
Sun Hung Kai 225m. 30, 60 $500,000 5/1984 Paribas Asia
Securities
MTRC 800m. 60, 90 Not 8/1984 BT Asia, Lloyds Bank
Available Paribas Asia, Sanwa
Finance, Schroders,
Sumitomo Finance





Security 500m. 30, 60, $500,000 12/1984 Paribas Asia, Chase
Pacific 90, 180
Asia, ManHan,BT Asia
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